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Goal of the Study

Focus is on the Distribution and Investment Policies

The goal of this asset allocation and distribution study is to identify appropriate long-term
distribution and investment policies for the Oregon Common School Fund.

This presentation focuses on the distribution rate in light of the passage of Senate Bill 1566 which calls for
annual transfers from the Common School Fund to the School Districts Unfunded Liability Fund.

The distribution and investment policies are two of the three key components of a fund (along with
the contribution policy).

Well-engineered distribution and investment policies consider:
The Fund’s investment objectives
All appropriate asset classes for inclusion

Liquidity needs, asset class limitations, implementation challenges, administrative and legal burdens, size or
capacity constraints

Rebalancing discipline

The appropriate distribution and investment policies should strike a balance between growth in the
corpus and sustainable, stable distributions that result in intergenerational equity for beneficiaries.

The appropriate distribution and investment policies will vary by each fund’s unique circumstances,
preferences, and priorities.

No “one-size-fits-all” solution exists.

Ca“an Knowledge. Experience. Integrity. Oregon Common School Fund 1
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Three Key Policies

We evaluate the interaction of the three key policies that govern the Fund with
the goal of establishing the best distribution and investment policies.

Investment Policy Contribution Policy

e How will the assets Investment Contribution e What is the source of
supporting distributions be Policy Policy contributions?
invested? e What level of contributions
e What risk and return can be expected?
objectives?
e How to manage cash flows? Distribution
Policy
Distribution Policy
e What type of distribution policy?
e What level of distributions?
Ca“an ‘ Knowledge. Experience. Integrity. Oregon Common School Fund 2
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Asset Allocation and Distribution Process

e Distributions and assets are evaluated and tested separately, then integrated into a single model.

Distribution Modeling Asset Projections

Define
Capital Market Projections

Build & Test Distribution Models

Create

Select Distribution Model Asset Mix Alternatives

BINIE
Risk Tolerance

Select
Appropriate Target Mix

Ca“an ‘ Knowledge. Experience. Integrity. Oregon Common School Fund
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The Focus is on Broad Asset Classes

o Breakdowns between investment styles within asset classes (growth vs. value, large cap vs. small
cap) are best addressed in a manager structure analysis.
— Asset allocation assumes a net-of-fee investment in the relevant index fund (passive management).

— Manager structure reflects the investor’s decision about the use of active and/or passive management within
an asset class; the number of different mandates within the asset class; the styles within the asset class; and
whether or not to implement “tilts” that differ from the broad asset class benchmark.

e Primary asset classes and important sub-asset classes include:

—U.S. stocks
—U.S. bonds
—Non-U.S. stocks
—Non-U.S. bonds Asset Class 1 ECIUIty
— Alternative investments
—Real estate
— Private equity
—Hedge funds
— Cash Sub-Asset Class 9
Ca“an ‘ Knowledge. Experience. Integrity. Oregon Common School Fund 4
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Current Situation and Assumptions

e The Fund has approximately $1.676
billion in assets as of December 31, Target Allocation
2017.

Diversifying Strategies,

e The Target asset allocation is 55% equity 10%
(45% public and 10% private), 25% fixed
income, 10% real estate, and 10%
diversifying strategies. Real Estate, 10%

e Distributions in recent years have
equaled 4-5% of the three-year average
market value.

Global Equity, 45%

e Oregon student population growth is
projected to grow at an annualized rate of
0.7% over the next 35 years versus
approximately 0.2% for the nation as a
whole. Fixed Income, 25%

e Net unclaimed property inflows are
expected to be $32.5 million in 2018 and
grow by 2.5% per year.

Private Equity, 10%

e Outflows beyond the distribution policy
include investment and operating Expected Return = 6.5%
expenses and the annual transfer to the Expected Risk = 13.4%
School Districts Unfunded Liability Fund.

Ca“an ‘ Knowledge. Experience. Integrity. Oregon Common School Fund 5
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Current Distribution Policy

Overview

The current policy distributes 4% of the 3-year average market value if the annual percentage
growth in the 3-year average market value is less than 11%.

If the annual percentage growth in the 3-year average market value is 11% or more the Fund will
distribute 5% of the 3-year average market value.

The distribution rate mechanism is tied to the change in the 3-year average market which is influenced not only

by investment performance but by contributions and distributions.

Below is an example of the distribution calculation for fiscal year 2017.

FY17 Distribution

December 31 Market Value
2012 1,178,826,000
2013 1,362,190,000
2014 1,433,677,000
2015 1,424,195,000
Ca“an Knowledge. Experience. Integrity.

3 Year Ay MV Change in 3 Yr A g MV

1,119,481,333 5.41%
1,204,259,333 7.57%
1,324,897,667 10.02%
1,406,687,333 6.17%

4%
44,779,253
48,170,373
52,995,907
56,267,493

5%
55,974,067
60,212,967
66,244,883
70,334,367

Oregon Common School Fund
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Senate Bill 1566

Overview

Senate Bill 1566 was passed on March 3, 2018.

Section 22 of the bill outlines the procedure for annual transfers from the Common School Fund to
the School Districts Unfunded Liability Fund:

(1) On January 1 of each year, the Department of State Lands shall transfer from the Common School Fund
Account to the School Districts Unfunded Liability Fund established in section 24 of this 2018 Act all or part of
the interest earned in the previous calendar year from the cumulative unclaimed property deposited in the
Common School Fund Account under ORS 98.386 to which the state has not taken title, as described in
subsection (2) of this section.

(2) The amount made available under subsection (1) of this section may not exceed an amount equal to the
proceeds from unclaimed property received by the department in the previous calendar year, minus: (a) The
amount paid for unclaimed property claims under ORS 98.396 in the previous calendar year; (b) The
department’s investment expenses related to the Common School Fund for the previous calendar year; and (c)
Operating expenses that the department is entitled to recover for the previous calendar year.

These new outflows have been factored into the analysis that follows in order to determine their
impact on setting an appropriate distribution rate.

Ca“an Knowledge. Experience. Integrity. Oregon Common School Fund
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Real Assets

Current Distribution Policy and Target Asset Allocation
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e The graph above discounts nominal values by price inflation and student population growth.
— Callan’s price inflation (CPI-U) forecast is 2.25%.

— Oregon student population growth is projected to grow at an annualized rate of 0.7% over the next 35 years
versus approximately 0.2% for the nation as a whole.

e The real value of the corpus is expected (median-case outcome) to decline gradually over the next
20 years given the passage of Senate Bill 1566.

Ca“an ‘ Knowledge. Experience. Integrity. Oregon Common School Fund 8
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Real Distributions

Current Distribution Policy and Target Asset Allocation

Real Distributions

e The graph above discounts nominal values by price inflation (2.25%) and student population
growth (0.70%).

e Given the expected decline in the real value of the corpus, it's not surprising that annual real
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distributions are also expected to gradually decline over time,
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Median Real Assets

Various Distribution Policies and Target Asset Allocation
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e The current distribution policy distributes 4% of the 3-year average market value unless the annual percentage

growth in the 3-year average market value is 11% or more in which case the Fund distributes 5% of the 3-year
average market value.

e Both the current distribution policy and a flat 4% distribution rate (also applied to the 3-year average market
value) result in declining real asset values.

e A 3.5% distribution rate (applied to the 3-year average market value) was found to maintain a relatively stable
real asset value over time, while a 3% distribution rate resulted in rising real asset values.

Ca“an ‘ Knowledge. Experience. Integrity. Oregon Common School Fund 10
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Summary Conclusions

With the passage of Senate Bill 1566, the real value of the Fund is expected (median-case
outcome) to gradually decline over the next 20 years under the current distribution policy and
under a flat 4% distribution rate (applied to the 3-year average market value).

Projections indicate that 3.5% would be the maximum distribution rate to maintain a relatively
stable real asset value over time.

Note that Callan’s 10-year expectations were utilized for the entire projection period.

Ca“an Knowledge. Experience. Integrity. Oregon Common School Fund
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Nominal Assets (Millions)

Current Distribution Policy

Nominal Total Assets
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e The above chart compares the nominal value of the Fund to the value of unclaimed property.
— Unclaimed property grows from $637 million at December 31, 2017 to $1.467 billion at December 31, 2037.

e Unclaimed property cannot be distributed.

+8.6% (25t)

+6.5% (50t)

+4.4% (75!
$1,676
$1,287
+1.5% (95th)

e Distributions would be limited or curtailed in the event the value of the Fund neared or fell below the value of
unclaimed property.

e Unclaimed property and the value of the Fund at the 95™ percentile merge in 2035.

Ca“an ‘ Knowledge. Experience. Integrity.
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How are Capital Market Projections Constructed?

Guiding Objectives and Process

Projections consist of return and two measures that contribute to portfolio volatility: standard
deviation and correlation.

Projections cover most broad asset classes and inflation.

Underlying beliefs guide the development of the projections:
An initial bias toward long-run averages
A conservative bias
An awareness of risk premiums
A presumption that markets ultimately clear and are rational

Reflect our beliefs that long-term equilibrium relationships between the capital markets and lasting
trends in global economic growth are key drivers to setting capital market expectations.

Long-term compensated risk premiums represent “beta’—exposure to each broad market, whether
traditional or “exotic,” with limited dependence on successful realization of alpha.

The projection process is built around several key building blocks:
Advanced modeling at the individual asset class level (for example, a detailed bond model, an equity model)
A path for interest rates and inflation
A cohesive economic outlook

A framework that encompasses Callan beliefs about the long-term operation and efficiencies of the capital
markets

Ca“an Knowledge. Experience. Integrity. Oregon Common School Fund 14
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2018 Capital Market Projections

Return and Risk

The basis for asset

allocation are the long-term
expected characteristics of
each asset class and how
they interact with one

another.

Public market expectations
represent passive exposure

(beta only).

Return expectations for
private market investments
such as real estate and
private equity reflect active
management premiums.

All return expectations are

net of fees.

Callan

Summary of Callan's Long-Term Capital Market Projections (2018 - 2027)

Knowledge. Experience. Integrity.

Asset Class Projected Return* Projected Risk
Equities
Broad Domestic Equity Russell 3000 6.85% 18.25%
Large Cap S&P 500 6.75% 17.40%
Small/Mid Cap Russell 2500 7.00% 22.60%
Global ex-US Equity MSCI ACWI ex USA 7.00% 21.00%
International Equity MSCI World ex USA 6.75% 19.70%
Emerging Markets Equity MSCI Emerging Markets 7.00% 27.45%
Fixed Income
Short Duration Bloomberg Barclays 1-3 Yr G/C 2.60% 2.10%
Domestic Fixed Bloomberg Barclays Aggregate 3.00% 3.75%
Long Duration Bloomberg Barclays Long G/C 3.00% 10.95%
TIPS Bloomberg Barclays TIPS 3.00% 5.25%
High Yield Bloomberg Barclays High Yield 4.75% 10.35%
Non-US Fixed Bloomberg Barclays Glbl Agg xUSD 1.40% 9.20%
Emerging Market Debt EMBI Global Diversified 4.50% 9.60%
Other
Real Estate Callan Real Estate Database 5.75% 16.35%
Private Equity TR Post Venture Capital 7.35% 32.90%
Hedge Funds Callan Hedge FoF Database 5.05% 9.15%
Commodities Bloomberg Commaodity 2.65% 18.30%
Cash Equivalents 90-Day T-Bill 2.25% 0.90%
Inflation CPI-U 2.25% 1.50%

Oregon Common School Fund

* Geometric returns are derived from arithmetic returns and the associated risk (standard deviation).

Agenda Item 8
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2018 Capital Market Expectations

Correlations

Summary of Callan's Long-Term Capital Market Projections (2018 - 2027)

Correlation Matrix 1
1 Broad Domestic Equity 1.00

Large Cap 1.00
Small/Mid Cap 0.97
Global ex-US Equity 0.87

5 International Equity 0.84

Emerging Markets Equity R4

7 025
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1.00
0.94
0.87
0.84
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-0.24
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0.11
-0.05
0.64
0.05
0.57
0.73
0.95
0.80
0.15
-0.03
-0.02
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-0.27
-0.14
0.10
-0.08
0.61
-0.10
0.56
0.71
0.92
0.77
0.15
-0.08
0.02

1.00
0.99
0.94
-0.27
-0.13
0.08
-0.05
0.63
0.01
0.58
0.68
0.93
0.76
0.16
-0.04
0.01
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-0.25
-0.11
0.09
-0.03
0.61
0.06
0.55
0.66
0.90
0.73
0.16
-0.01
0.00
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-0.29
-0.16
0.04
-0.09
0.62
-0.09
0.58
0.65
0.91
0.76
0.16
-0.10
0.03

1.00
0.87
0.74
0.53
-0.14
0.48
-0.04
-0.17
-0.26
-0.13
-0.22
0.30
-0.20
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0.93
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0.51
0.10
-0.03
-0.20
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“Correlations” measure relationships between asset classes.
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0.20 0.18 0.21 1.00
-0.06 0.00 -0.07 0.07 1.00
0.10 0.06 0.20 0.40 0.00

19

1.00

These relationships will have a significant impact on the generation of efficient asset mixes using
mean-variance optimization.

Correlations are what define the diversification benefit — or lack thereof — of asset combinations.

Callan

Knowledge. Experience. Integrity.

Oregon Common School Fund
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Disclaimers

This report is for informational purposes only and should not be construed as legal or tax advice on any matter. Any decision you make on the basis of this content is your sole
responsibility. You should consult with legal and tax advisers before applying any of this information to your particular situation.

This report may consist of statements of opinion, which are made as of the date they are expressed and are not statements of fact.

Reference to or inclusion in this report of any product, service or entity should not be construed as a recommendation, approval, affiliation or endorsement of such product, service
or entity by Callan.

Past performance is no guarantee of future results.

The statements made herein may include forward-looking statements regarding future results. The forward-looking statements herein: (i) are best estimations consistent with the
information available as of the date hereof and (ii) involve known and unknown risks and uncertainties such that actual results may differ materially from these statements. There is
no obligation to update or alter any forward-looking statement, whether as a result of new information, future events or otherwise. Undue reliance should not be placed on forward-
looking statements.

Ca“an Knowledge. Experience. Integrity. Oregon Common School Fund 17
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Department of State Lands
775 Summer Street NE, Suite 100
Salem, OR 97301-1279

(503) 986-5200

FAX (503) 378-4844
www.oregon.gov/dsl

State Land Board

Kate Brown
State Land Board Governor

Regular Meeting Dennis Richardson

June 12, 2018 Secretary of State

Agenda Iltem 9
Tobias Read

State Treasurer

SUBJECT

Request for approval to submit the Department of State Lands' proposed 2019-21
budget request.

ISSUE

Whether the Land Board should approve the Department's proposed 2019-21 budget
request for submission to the Department of Administrative Services (DAS).

AUTHORITY

Oregon Constitution, Article VIII, Section 5; specifying the State Land Board is
responsible for managing lands under its jurisdiction “with the object of obtaining the
greatest benefit for the people of this state, consistent with the conservation of this
resource under sound techniques of land management.”

ORS 273.041 to 273.071; authorizing the Department of State Lands to exercise the
administrative functions of the State Land Board.

BACKGROUND

The Department is preparing its 2019-21 budget request in accordance with the DAS
budget development instructions.



Budget Request

The agency's current budget supports its focus on regional delivery of services by
utilizing its resources in a team-based environment. The agency's proposed budget
supports the business model by maintaining current service levels and including
requests to improve delivery of service. It also seeks other funds limitation for the
continued work on the Portland Harbor Superfund project, the next phase of the
historically filled lands project and limitation for the submerged lands enhancement
fund. At the request of the Oregon Ocean Science Trust (OOST), the proposed budget
request includes a general fund request to support administrative needs of the OOST.
The current service level does not include one-time costs (i.e. special projects or
grants), nor does it include limited duration positions approved through the current
biennium.

The agency is proposing the following policy option packages in its traditional budget
document.

Package 101: Portland Harbor Superfund Site — Defense Expenses

This package seeks to continue the Natural Resource Specialist 4 (NRS 4) as limited
duration and to fund estimated legal and environmental consulting costs and to continue
to ensure the state's interest are protected in the Superfund case. The Oregon
Department of Justice provided the Department a range of estimated legal costs, and
the total costs noted below reflect the range of legal costs plus the biennial salary and
other payroll expenses for the NRS 4 position.

Total amount: $6,660,732 - $7,367,382 Other Funds

Package 102: Waterway Insurance

This package is connected to the agency's legislative concept (LC) that would allow the
agency to purchase insurance to protect our interests in property that is leased and
pass on the cost of the policy to the lessees. The need arises from the Goble clean-up
site on the Columbia River that will cost the Department approximately $12 million. The
package would provide limitation to purchase the policy and to cover estimated revenue
from the lessees.

Total amount: $ N/A - not applicable at this time. The LC has been submitted to
DAS for review and consideration. While several different pricing scenarios and
analyses have been conducted, it is too early to accurately forecast projected
costs, without further guidance and input from DAS.

Agenda Item 9
June 12, 2018
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Package 103: System Replacement Project

There is greater demand from our public customers for information and they expect to
have access at their fingertips using the web. To that end, the Department needs to
upgrade its Land Administration System (LAS) which was created in 1999. LAS is the
database that coordinates all the data related to permits and authorizations on
Department lands. Cash receipts, Geographic Information Systems (GIS) mapping, and
imaging systems are all linked to the LAS so that files are complete, fees are assessed
and collected, and site information is accurate.

This package will continue a limited duration IT project manager (ISS8) and add
professional services dollars to continue the work toward developing and implementing
the new LAS project.

Total amount: $486,776 Other Funds

Package 104: EPA Grant carry-forward

The Department worked with other state agencies and Tribes to develop a coordinated
Oregon Wetland Program Plan (“Plan”) in 2011, supported by funding through EPA’s
Wetland Program Development Grant. The Plan, updated in January 2017, provides a
strategic framework and direction over a five-year period for the agency and state,
federal, and Tribal partners to build, strengthen and improve the state’s ability to better
manage aquatic resources. The Plan includes actions to improve regulatory program
effectiveness and streamline efforts; improve mitigation success; develop and refine
standards and tools to effectively and consistently administer regulatory activities and
support decision making; and to promote and assist in development of local government
planning solutions and tools. The proposed project supports the goals and addresses
action items of the Plan.

This proposal will also build on substantial work already completed by the Department
and its federal and local partners to develop wetland and stream functions-based
assessment tools and the necessary program policies and practices to implement the
Aquatic Resources Mitigation Framework (ARMF). The program is scheduled to launch
in February 2019 and will result in an integrated framework for a watershed-scale
approach to mitigation for wetlands and streams in Oregon. This package will carry-
forward the balance remaining on the EPA Grant to allow DSL to complete the
Framework.

Total amount: $113,193 Federal Funds

Package 105: Elliott Forest Management Work
This package will continue a limited duration Forester (NRS3) position to manage the
Elliott Forest Management contract and other “on the ground” issues related to

Agenda Item 9
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maintenance, timber, reforestation, public relations, and fire protection of the forest. The
Forester position will also provide capacity to more actively manage the nearly 39,000
acres of Common School Fund forest lands outside of the Elliott State Forest. Adds
limitation for the Titan Kelly management contract for the Elliott State Forest.

Total amount: $2,784,356 Other Funds

Package 106: Filled Lands Positions and Online Mapping Tool

The state legislature through Senate Bill 912 of the 78™ Oregon Legislative Assembly
(2015 Regular Session) has charged the Department to inventory all historically filled
lands and provide notification to the adjacent property owners if any state interest
remains in those lands. This package will continue two limited duration positions, a
Natural Resource Specialist 4 and an Administrative Specialist 1 to perform the public
outreach/notification work. Adds limitation for Filled Lands Professional Services to
complete the GIS mapping and analytical research work.

Total amount: $798,813 Other Funds

Package 107: Project Manager for Procurements and Project Management

This package converts a limited duration Project Manager 3 position to a permanent
position to provide ongoing project management and procurement expertise for the
Elliott State Forest Public Management, Portland Harbor Superfund and other high
profile major projects. The Project Manager 3 will also continue to provide ongoing
training and mentoring regarding project management procurement principles and
policy to Department staff.

Total amount: $277,295 Other Funds

Package 108: South Slough Reserve — GIS/Data Management Position (1ISS4)

The South Slough Reserve has a need for a continual staff position related to GIS
research, mapping, and management of data. A part-time GIS Technician/Data
Manager will provide continuity and stability to the GIS-based projects at the Reserve.
The Reserve will continue to pursue external grant funding to support this part-time
position, but if continuous grant funding is not obtained, having a permanently
established position will both prevent the loss of quality employees and protect the time
of permanent staff across transitions between grants.

Total amount: $97,304 Other Funds

Agenda Item 9
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Package 109: South Slough Grant Carry-Forward

This package requests other funds grants to be carry-forwarded to the 2019-21
biennium. Carryover funds for South Slough will consist of a NOAA federal construction
grant which is funding several facilities upgrades to the South Slough Interpretive
Center.

Total amount: $137,000 Federal Funds
Total amount: $58,714 Other Funds

Package 110: Seasonal Education Position

This package requests a permanent seasonal position for the education staff of the
South Slough Reserve. Historically the education staff has been supplemented during
the peak school year and summer months by interns through AmeriCorps. The focus of
the AmeriCorps program has changed and it no longer meets the Reserve’s staffing
needs, which has led to an unpopular reduction in Reserve education programming. A
permanently established position will allow the Reserve to meet the needs of schools
and provide the opportunity for a quality, professional-level educator to return each year
for seasonal programming. This position would protect the time of permanent staff, by
reducing the need for extensive training of inexperienced interns.

Total amount: $27,231 Other Funds

Package 111: Oregon Ocean Science Trust

This package will allow the Oregon Ocean Science Trust (OOST) to contract for part-
time staff to assist the Trust with carrying out its responsibilities and provide funds to
establish a program to fund high-priority research and monitoring in Oregon’s nearshore
environment. The package also provides funds to pay the costs of the Trust, which are
capped at 5% by statute. While much information is known about parts of the ocean off
Oregon’s coast, basic information needed to make good informed management
decisions is lacking for nearshore areas. A number of state agencies need better
nearshore information including the Oregon Fish and Wildlife, Department of State
Lands, Department of Environmental Quality, Department of Land Conservation and
Development, Oregon Parks and Recreation Department, and Oregon Department of
Agriculture. Legislation creating the OOST was initially passed in 2013 with Senate Bill
737 to fill this data and information gap.

Total amount: $1,000,000 General Fund
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Package 112: Oregon Department of Transportation (ODOT) Liaison

This package will add a second, limited duration ODOT Liaison (NRS3) position to help
meet the increased workload in the Department’s removal-fill program directly
associated with ODOT'’s forecasted increase in transportation projects resulting from the
passage of House Bill 2017 — the Keep Oregon Moving transportation bill. This position
is responsible for representing the regulatory program of the Department for ODOT’s
project needs including issuance of removal-fill permits and reviewing jurisdictional
delineations. The position is paid for entirely by funding from ODOT.

Total amount: $217,597 Other Funds

Package 113: Unclaimed Property Claims Examiner

This package requests a limited duration Administrative Specialist 1 position for the
Department’s Unclaimed Property program to help handle increased workload. The
annual claims workload has nearly doubled over the past ten years, while staffing levels
in the Unclaimed Property program has remained static. This position will help reduce
workload backlogs and provide assistance to help the Department meet its legislative
mandate to respond to claims within 120 days. The Department is currently running at
an average of 93 days for providing a response. Since June 2017, the Department has
had a monthly average ranging from 91 — 114 days in response time to claimants. The
average response time fluctuates from a variety of factors including the increased use of
social media, creative marketing from outside contractors seeking finder’s fees, and a
surge of inquiries following press releases and advertising efforts from the State of
Oregon.

Total amount: $118,360 Other Funds

Package 114: Elliott State Forest Public Ownership Project

The 2017 Oregon Legislature approved approximately $1.5 million (HB5006) for work
on an updated habitat conservation plan (HCP) and associated planning for the work to
retain public ownership of the Elliott State Forest. This request adds limitation for work
on an updated habitat conservation plan (HCP), environmental impact statement (EIS),
NEPA process; issuance of a 30-year incidental take permit (ITP) and associated
planning for the work to retain public ownership through contracted resources from ICF
Jones & Stokes and the US Fish and Wildlife Service. The request also includes
limitation for examination and recommendation of decoupling options work performed
by the Oregon Consensus facilitation contractors.

Total amount: $1,579,059 Other Funds
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RECOMMENDATION

The Department of State Lands recommends that the Land Board approve the
submission of the DSL budget, including policy option packages 101-114 to the
Department of Administrative Services.
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